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Economic Development with

Limited Supplies of Labor

WILLIAM O. THWEATT

It was in 1954 when we were first presented with the original two-
sector Lewis model of capital accumulation and economic growth.! As
Lewis himself pointed out, his approach was similar to that of the
Classical School,? and in stressing the importance of profits as the sole
source of savings his model was Ricardian. It was Ricardian also, as
distinct from Classical, in relating changes in output to investment in

lW. Arthur Lewis, “Economic Development with Unlimited Supplies of Labour,”
Manchester School of Economic and Social Studies, XXII (May 1954), 139-91, hereafter
cited as **Unlimited Supplies of Labour.”’

2Lle:)yd G. Reynolds traces the concept of an unlimited labor supply back to Ricardo
and Marx. See his *Wages, Productivity and Industrialization," in Problems of Eco-
nomic Development, ed. E. A. G. Robinson (London: Macmillan, 1965), p. 311. How-
ever, G. Ranis, in his review of growth theories in the same volume, maintains that
Lewis ‘‘was the first to advanée the . . . assumption of an ‘unlimited’ supply of
labour,” ibid., p. 16.
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of Elasticity and the Growth Equation (Bombay: Asia Publishing House, 1961). This
article is a revised version of a paper read before the Graduate Program in Economic
Development of Vanderbilt University (July 1965), the Graduate School of Economics,
Getulio Vargas Foundation in Rio de Janeiro (November 1966), and the Instituto de
Pesquisas Economicas, University of Sao Paulo (December 1967).
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physxgal capital.? Not that Lewis regarded economic development as
anything but multidimensional — witness his approach in his monumental
Theory of Economic Growth (1955), wherein he relates economic develop-
ment to'the will to economize, economic institutions, and human knowl-
gdge, prior to discussing capital as a generator of economic growth. But
in thg model* which supports his general approach, he was Ricardian in
selecting capital as the prime mover, with savings out of profits bein
thg princfipal source of this capital. ¢
Some four years later, Lewis published some “Further ” i
. original ?lassical model, but added little if anything of suigfgfweo?o }:lts
The. main purpose of this follow-up article was to set out “‘in moré
detail tl?e classical position’’s on a number of aspects covered in the
1954 article. .Within a decade the Lewis model had gained considerable
notoriety, being discussed and evaluated in several of the leading devel-
opment texts, as well as in the journal literature.® Shortly thereafter the
model was, extended by the work of Fei and Ranis.? By the time that it
had _estgblished itself as a permanent piece of analytic-furniture, however
Lewis himself had begun to move away from his original conc"eption of
the development process. And in moving alon.g the lines he did, .he be-
came more Classical, if less Ricardian, particularly in his att:ampt to
give more emphasis to the productiveness of expenditures on human

3 . . . .
mrﬁu;aLbz\:ns .mode;] is no.t Ricardian in strgssingg constant money wage of agricul-
tural Wa,ﬁsnnc_'? tde entire message of Ricardo's growth theory was to show that
pa y ges rise uring develo!)ment due to diminishing returns in agriculture,
ompare my A Guide to the Economics of David Ricardo,” Pakistan Economic
]ourn.al, XI_[ (Dc::cember 1962), 30-62, where it is shown that this is the raison d ¢t
for Ricardo's policy recommendations of free trade. e

4Although Lewis “disclaims the formulation of any general theory of devel
1 : ev
“[:e;v:?'el;]ls a pargcular rpodel, from which his main theme springs," P. 'I?.og::fe':t
1056, 230 heory of Economic Crowth,” American Economic Review, XLVI (September

S .
Unlimited Labour: Further Notes,” Manchester S ;
: S. chool E ;
Studies, XXVI (January 1958), 1, hereafter cited as “Furthelrml’\lo‘:j;s.'?onomw and Social

6

See G. M. Meier, Leading Issues in Development Eco i :
8Un1versnty Press, 1964 » particularly Meier’s sum’:nary of thneo?:ecviistr:(‘::leYlo;]; ;%Xf%r;
b8; kS. Enke, Economics “for Development (London: Dobson, 1963). Most read.ings
00 sAon development and economic growth reprint the original (May 1954) article
el;g.,d ..N. Agarwala. anc! S. P. Singh (eds.), The Economics of Underdevelopmen;
(Lon on: C')xfofd University Press, 1958), pp. 400-449; and in the journals, W._ J
Barber, "'Disguised Unemployment in Underdeveloped Economies,” Oxford Ec;mor.nic'
Paperg, X1 (Februg‘ry 1961), 103-15; S. Enke, **Economic Development with Unlimited
§uppl.1e's of Labour,” Oxford Economic Papers, XIV (June 1962), 158-72; G. E. Cum er
Lewis .Two-Se.ctor Model of Development and the Theory of ‘Waées " éocial clz)nd'
Economic Stud‘:'es, XII (March 1963), 37-50; R. Minami, “Economic, Growth and
‘I_Jabour Sl{pply. Oxford Economic Papers, XVI (June 1964), 194-200; John C. H. Fie
Per Capita Consumption and Growth,” Quarterly Journal of Economics L‘;(XIX,
(Sl:i!;;:::r{. 1965), 5_2'-712‘; and L. G. Reynolds, “"Wages and Employment in the Labor-

conomy, merican Economic i e
cited as Reynolds, “Wages and Employmeni‘.?}“ew’ LY (March 1965, 19:99, hereafter

7
J. C. H. Fei and G. Ranis: “Unlimited Suppl
. G. N Supply of Labour and the C
Balanced Growth,”" Pakistan Development Review, I (Winter 1961), and ‘FA ’lglr:ecgf; gff

Eﬁ?:‘og‘i‘-‘bD"S‘V_e__l?'li‘l?fnrt,"' American_Economic Review, LI (September 1961). See alcn
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investment and institutional improvements. By 1964 Lewis had evolved
a new development model from which he derived a number of interesting
policy prescriptions concerning inflation, foreign aid, wages, and govern-
ment expenditures. These new ideas have appeared in a number of
articles,8 and were brought together and summarized in his Richard T.
Ely Lecture given in Chicago in December 1964.¢

In the section below is a brief outline of the original Lewis model,
while in the following section the ‘“‘new’’ Lewis model is set forth.
The concluding section presents a number of specific numerical models
to illustrate the characteristics of the new model, given what we shall
call the accumulation, distribution, and welfare conditions, with popula-
tion growth rates ranging between 2 and 3 percent per annum.

THE ORIGINAL LEWIS GROWTH MODEL

Lewis envisioned a two-sector economy, consisting of a large subsis-
tence sector which included traditional agriculture, petty trading, the
services of casuals, and domestic and commercial retainers,'® and a small
but growing capitalistic sector wherein capitalistic methods of production
and distribution were used and profits generated.!' There was a surplus
of essentially unskilled labor available for the modernizing sector at a
constant wage, institutionally set some 30 percent ubove the wage ruling
in the subsistence sector.'?.

At this (constant) wage the marginal productivity of labor yields a
net profit, which is reinvested and results in an increase in the demand
for labor—an increase supplied by the traditional sector at the prevailing
wage level.. As shown in Figure 1 below, as profits increase employment
in the capitalist sector grows (from OE' to OE?, etc.) and the ‘'process
continues so long as there is surplus labour.”1?

8"Consensus and Discussions on Economic Growth: Concluding Remarks to a
Conference,” Economic Development and Cultural Change, V1 (October 1957), 75-80,
hereafter cited as “"Consensus and Discussions’’; “Employment Policy in an Under-
developed Area,”” Social and Economic Studies, VII (September 1958), 42-54; *Some
Reflections on Economic Development,” Economic Digest (Pakistan), HI (Winter
1960), 3-8, hereafter cited as “Reflections’”; “"Unemployment in Developing Countries,”
Lecture to Mid-West Research Conference (October 1964), mimeographed, 20 pp.;
“Allocating Foreign Aid to Promote Self-Sustained Economic Growth, " in Motivations
and Methods in Development and Foreign Aid (Washington, D.C.: Society of Interna-
tional Development, 1964), pp. 20-23, hereafter cited as “Foreign Aid""; “*Closing
Remarks at the Conference on Inflation and Economic Growth in Latin America,”
in Inflation and Growth in Latin America, ed. W. Baer and I. Kerstenetzky (Home-
wood, Ill.: R. D. Irwin, 1964), pp. 21-33, hereafter cited as “‘Inflation and Growth."

9"A Review of Economic Development,”” American Economic Review, LV (May
1965), 1-16, hereafter cited as Ely Lecture.

lo“Un]imited Supplies of Labour,” pp. 142-43.

llLewis described the expanding modern sector as “‘that part of the economy
which uses reproducible capital, and pays capitalists for the use thereof,”” “*Unlimited

Supplies of Labour,” p. 146.

21pid., p. 150.
13lbid., p. 152. Figure 1 is an adaptation of Lewis’ Fig. 3, p. 152. WS represents
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cox?tfint:: :gregeror;ailrlln?planat‘itorl)s of \(fx;hy profits (the capitalists’ surplus)
¢ : C €r capitalism (foreign trade, new inventions a
:/rl}rfllca.txon')’,HLIewm felt that it was the third which was the “most’ co?g
reimt:sgt' thm.rnpaoffztoux.ltry é)ossessing industrial entrepreneurs willing to
‘ rofits in industry, inflation can promote industrializati

. in s rializatio
in _the sense that within a decade or two, the proportion of nationarll

»

. sufficient for per capita incomes to increase by 2 percent and

FIGURE 1: EXPANSION IN THE CAPITALISTIC SECTOR
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mf%:g;snvne}v]vs inflation favqrably since he envisions it as a “profit
milan nf w erelghe rate of'capltal formation increases as prices advance
ad ol wages.'® Indeed, in Lewis model, strictly speaking, wages are

14 .
_“Aspects of Industrialisation (Cairo:
cited as Cairo Lecture.

Yipid., p. 17,

National Bank of Egypt, 1953), p. 16, hereafter

6His discussion here parallels that of
tlac;nillan. 1930), I1, 149-63, hereafter cited
;ae}:;vx(s)fs;?lt;izudé};ﬁ f:nd;\metn.tal e?pll]anation of any ‘industrial revolution ' that is to
R acceleration of the rate of capital formation, is a sudé incre
e R . ’ en
n the opportunities for making money . , , | This increase in capitalist profit.s'mizr?;:g

iccelerated by the inflations which Y -apt
‘nflation raises nenfire rotaston. o OSCUT Tegularly in all capitalist economies

Keynes in A Treatise on Money (London:
as Keynes, Treatise. In the following year
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constant so that all the price-induced surplus accrues as profits and is
assumed to be reinvested. What Keynes called ‘““income inflation”” has no
place in the Lewis scheme of things. It is true that profit inflation brings
about a more unequal distribution of wealth and income, but Lewis
again shares Keynes’s view that ‘‘so long as wealth and its fruits are
not consumed by the nominal owner but are accumulated, the evils of
an unjust distribution may not be so great as they appear.’”’!” Both
Keynes and Lewis immediately add that the structure of taxes can be
designed to alter the distribution of incomes if so desired.!®

Lewis recognizes that the cost of labor to the capitalist sector may
rise even before the “surplus™ in agriculture is exhausted —productivity
in agriculture may rise, the sectoral terms of trade may begin to favor
agriculture, or “* capitalist workers [may] raise their standard of what they
need for subsistence.”’® Foreign trade may postpone this ‘‘turning point,”
but even if population is growing, since capital normally expands faster
than population, development with unlimited supplies of labor must
eventually come to an end. The economy then moves on to a “‘new
stage of development,”® beyond the confines of Lewis’ original model,
into what Lewis calls “"The Open Economy."** But during the critical
transition, labor is available at constant wages; and if ‘‘conditions are
favourable for the capitalist surplus to grow, '2 economic development
does take place—and at a rate directly related to savings, which in turn
are tied to capitalist profits.

Bricfly then, Lewis™ original message was to the effect that growth is
a function of capital accumulation, which in turn is dependent upon
private and public savings. Lewis pinpoints profits, as distinct from
land rents, as the primary source of savings, so that there exists a direct
relationship between the share of profits in national income and the
rate of expansion of the cconomy. Apparently countries are poor, not
because of low incomes but “because their capitalistic sectors are so
small.”’# Poor, largely agricultural economies manage to save and invest
annually only about 5 percent of their national incomes, whereas progres-
sive economies with big capitalistic sectors invest some 12 percent or
more per annum. As a consequence, ‘‘the central problem in the theory
of economic development is to understand the process by which a com-
munity which was previously saving and investing 4 or 5 percent of its
national income or less, converts itself into an economy where voluntary

17Keynes, Treatise, 11, 163.

18Cairo Lecture, pp. 18-19; Keynes, Treatise, I1, 162. Interestingly, Keynes concluded
that the “‘dilemma between Thrift and Profit as the means of securing the most
desirable rate of growth for the community's aggregate wealth” can perhaps best be

eliminated by the rate of capital development “becoming more largely an affair of
state, determined by collective wisdom and long views™ (p. 163).

19:Unlimited Supplies of Labour,” p. 175.
2014id., p. 176.
2144, pp. 176-89.
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::(;Ln’gmiswx;uzgirlllg atuag;)uth or 15 percent of national income or
. ca is Lewis’ First Law of E i i
A country becomes a 12 i the wrowd mics.
_co percent saver mainly “by th h
capitalist sector relative to the rest i the continuons ere
, resulting from the conti i
vestment of the capitalist profits.”’ss Th ture of this
f . us, the essential feature of thj
t;lansformanon f_ror’r’l low to high saving is the “‘enormous 1'ncreaseh’lS
t 3Vshare of profits” in national income,26 "
b he can see more clearly the logic behind Lewis’s argument for a
igher saving ratio if we put it in terms of an aggregate growth equa-

lgmlzc(e;;:‘lasc;;pavt;/ictehofpsustlai?'ing an annual 2 percent increase in per capita
i mes. opulation increasing, say 2 percent annuall i
;Lnepltlreasdia:p a[l)pronmate doubling in the rate of income growth (yC’:) t}}lrf
lonal economy, however, the principal ind i i '
with 3 low caonomy, er, pal Industry is agriculture,
\ put ratio at the margin. As lo i
Increasing only as fast as population, it i ik € the shomtawes
‘ . » 1t is unlikely that the shorta
;)r bgttlerTeck; which one éxpects to encounter in the “takeoff stage \Eﬁ?
st[;pblzr, .soh? )u.t the marginal capital coefficient (k) should be low and
cladie=perhaps around 2:1. In terms of the growth equation we hyve
G = s/k, which can be written as s = Gk, where: M

G = the annual rate of increase in national income,
s = | i
* the annual average rate of savings (the savings-income ratio), and

the marginal capital-out i
1 . put ratio, or the number of dollars of in
required to increase net output by one dollar. vestment

g:;ixrs‘;;swi:?“f equa'l to 2 percent and k around 2:1, the annual rate of

‘ ADDIO e

Savings pproximate 4 percent— close enough to Lewis’ *'5 percent

pelr?.cuetntd(l:rir?g the transitional period, the national effort to raise G to 4
: 0 sustain a 2 percent per capita growth rate)forces the marginal

Zlelsc;\:n'se tt};zrl:e”ie:]llt }:he cotuntries hwhich are now relatively developed have
€ past gone through a period of id lerati i
the course of which their r i nt bas moveq on. in
ate of annual investment has m
: oved fr
_bercent or less to 12 percent or more,” 2 thus complying with wha(;mwg

24.. P

“Unlimited Supplies of Labour," p. 155,
25 .

Economic CGrowth, p. 233.

B1bid., p. 226.
27See Lewis, “‘United N
. s, nite ations Primer for Development,™
o b ’ t
ﬁf;lﬁfim;f]tr;::%y(‘\zi a)l;eiQSSe),t268-69il ?in appropriate target is tg:ta rni’tli!(l)nja(lmirr:':cfmo{
1 ‘ cent per head per year,” “C i i "
P- 77. This becomes in 1960 the “desired growth rate.” Cg:rl)i)e':rseus"E:gecl:)tl}(sxf:s's'lo:sb

28
Economic Growth pp. 201-2, 206-8. See also i
, Pp. . the article by Rudolph Bj ic, **
;l"nh:;sehgic:) i?:l Ec%(:;g:;;; tC;zmtll;, thKytklkos, f?\’ (1d962), pp. 7-28’: stre:sieng tlllza;l}l::l,rp Tx’tz
" ¢ takeotf, and my own, T} ici
and the Growth Equation (Bombay: Asia Publishing House, 19(;;),C;:rifcpt:laorj;yEit}?at;ml4y

29
Economic Growth n. 208
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have called Lewis’ First Law of Economic Dynamics.

It bears repeating that the above outline is not Lewis’ theory of
economic development, if indeed it may be said that he has a theory of
development, but it is a brief description of his basic model which under-
lies that first stage of development where there is an unlimited (i.e.,
perfectly elastic) supply of labor available to the capitalist sector of a

growing economy.

THE NEW LEWIS CGROWTH MODEL

It is our contention that in recent years, beginning perhaps with the
decade of the 1960’s, Lewis has so modified his original thinking that
it may be said he now operates with a completely new model. His new
analytical framework is designed to stress two important facts: (1) devel-
opment with unlimited supplies of labor no longer seems to be politically
possible, even within the first stage of the critical transition, and (2)
under “‘primitive” conditions most government expenditures (excepting
only welfare transfer payments and those on the military) are as produc-
tive in raising the capacity or potential to grow as are public and
private investment in physical capital. Thus, Lewis now appears to be
using a generalized conception of capital® so that any expenditure
increasing the flow of knowledge or improving the quality of productive
factors (especially labor) is to be treated as investment, increasing the
capacity of the economy to produce. These expenditures, together with
investment in physical capital, all come out of the “‘surplus’’ of national
income above private consumption. Lumping them together in this
manner we may call them development expenditures which increase the
stock of physical, hufhan, and institutional capital.

The Rising Cost of Labor. In the original Lewis model it was physical
capital that made the economy run. Of course, it was realized that
capital alone was not sufficient for growth, but it was generally assumed
that either the other complementary factors were present or additional
capital would bring them in its train.® Shortages of complementary
factors were not a problem during the transitional stage of growth.
Indeed, the most prominent characteristic of Lewis’ early writing was
the assumption of unlimited availability of constant-cost labor. Through-
out the critical transition, the economy apparently was supposed to be
able to resist the various political pressures for an upward adjustment of
wages, so that in effect all income increments would be reinvested and
the growth rate maximized. The possibility of having to trade off interim
increases in wages and living standards for acceptable (but less than
maximum) growth rates did not arise in “‘labor surplus” economies, at
least not until they ceased to be underdeveloped ‘‘and graduated into

30For a similar approach, emphasizing human as distinct from institutional forms of
investment, see Harry G. Johnson, “Towards a Generalized Capital Accumulation
Approach to Economic Development,”” a mimeographed paper given at the Conference
on the Residual Factor in Economic Growth, sponsored by the Organization of Eco-
nomic Cooperation and Development, n.d.

iew that shortages of skills are not a serious

31Perhaps this accounts for Lewis’ v
[ PN Lo P71 tand CoolB2o.. 0¥ L

hattlanank in Adavalaning ann;amminc
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the family of mature economies.”’®

. But the inf:reasing frequency of “‘premature”’ rises in wages because of
_ oneconomic reasons—a rise in conventional standards of life, voluntar
Increases granted by the capitalists on moral grounds, trade u’nion ree)j
sure, or government regulation,”’ which Lewis noted ,only in passinp i;l
his ongm.al model, eventually forced Lewis to broaden his theoretgical
_model to incorporate this new (and nonclassical) fact of life for develop-
ing countries. Since savings ratios are extremely low in the less develo Sd
countries, one might have thought that Lewis would have lamented It)he

; cclreta:sed rate“ of consumption, Recently this happy relation has been
du bgd the “‘feedback phenomena upon the human agent,”” thus echo-
ing, indeed seconding, Arthur Smithies” analysis of t,he roducti
re.;pon:s'e tc; thehso-called “demonstration”” effect.’ P o
~e€Wis also has another reason for not bemoaning hi :
points out'that rising per capita consumption is perfzcgtll;lgcgflrsiziﬁgs;vgf
4n Increasing proportion of national income being made a{vglil-tbl fi ;
development_ purposes. Indeed, in his new model Lewis insists Lth-iet Or
F‘l:e' dprpportvl'on of personal consumption is being sqnxccéc;]‘ frm‘n 1‘::
70raei21:|1tal level of about 89 percent of national income to a leve] o-f
Qun?ptio: ,mcilaspt)aE}soo{)é)rcr)im.otlngT;elf-SEStainitx_lg growth, per capita con-
§ s sing. € share of consumption in national
income can be reduced, Lewis notes, but not if consu§n tion is falli
;rtlaz!()]:;?liu~te ten:{:r;s,Tfor the public will always fight to ke[e)p its abtsd(:ll:ll:g
stan ratz :;Jr;qistenl:ev:i(gﬁe:zst:and th_e consumption ratio is thus limited
ooy Tat s a dy increase In per capita consumption.
thingo:futchéig\:zlt?pment with unhmxted_ supplies of labor apparently is a
LA .Ccifwrahz.'ed Co.nception~of Capital Formation. In his 1955 book
ewis listed and discussed in some detail three proximate causes of
economic growth —capital accumulation, technological progress, and th
strength of economic motivations. In his 1954 model only the first oef
thgse causes is singled out as the prime mover, although in advocatin
a Judl.CIOUS turning of the monetary tap so that the economic environg-
ment is made more conducive to profit making, some attention was paid

32, . .
Fei, ““Per Capita Consumption and Growth,” p. 53.

33 .
Reynolds, “Wages and Employment,” p. 21.

34 .
N. Rosenberg, “Neglected Dimensions in the Analysis of Economic Change,”

Bulletin: O i i i i
oy ,6’(') xford University Institute of Economics and Statistics, XXVI (February

35
Smithies, “‘Rising Expectations and E i
R 'd Lconomic Development,” Eco i
rl:cz(n)x(xlc (g:l]l]r;iglffy‘})Erggzjf}.leﬂfr’scenb:rg, Neglectid Dimensions in the An"al;;rns'ii]:;‘%ngéz
> s entive response from increased wages in t s of
production to the writings of Hume and Smith, and R $finds an analyss o
on  te ! , . V. Eagly finds alysis
the relation in the writings of Sir James S " i E fames Stenant aysis of
rela e teuart. See his “‘Si !
Aspiration Effect, Economica, XXVIII (February 1961), 1553-61.“ James Steuart and the

36“Inf]ation and Growth.” n. 30.
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to motivations. In his new model, the concept of capital accumulation is
broadened to include the productiveness of investment in human and
institutional as well as physical capital. Lewis therefore now stresses
the importance of raising the share of what we will call ‘‘development
expenditures,” and no longer places primary emphasis on increasing the
savings ratio. This is because he now maintains that “expenditures on
public services is just as necessary to growth as is capital investment.”’?”

While the possibility of enhancing growth by the monetary tap in
order to engender self-liquidating inflationary conditions is still given
favorable consideration, the new model seems to be designed primarily
to accommodate the larger role which Lewis wishes to give to the
government in achieving self-sustained growth. In his 1960 Williams
College Lecture, Lewis made his case for “‘state capitalism’’ in this

fashion:

As capitalism develops within a backward economy, the proportion of the national
income accruing as capitalist profits increases. . .until the economy is fully converted
to capitalism, when the share of profits in the national income is stabilised. All the
countries now developed have gone through this process, except the U.S.S.R.; and
the countries now in line for development can tread the same path if they so de-
sire . . . . For the most part they do not so desire. This is not primarily because of
anticapitalist ideology . . . . Their main objection to relying solely on the growth of
private capitalism is that it is so slow. By this method it may take anything up to a
century to raise the rate of domestic saving from 5 to 10 per cent. Most political
leaders \{vy:lnt quicker results than this. Taxation provides a more rapid alterna-
tive . . . .

Increased taxation will make possible more rapid growth for two
reasons:. First, the extra government income it implies will result in larger
public savings, so that the rate of physical capital accumulation will be
enhanced. To accomplish this, of course, marginal tax rates must be set
considerably above the existing average rates so that the slow rate of
increase of private savings will not be permitted to extend the transi-
tional period beyond Lewis’ twenty-year limit.®

Lewis then stresses that even when private savings remain at 5 percent
of national income, if the share of income going to government is raised
to 20 percent, it is possible to lift the national savings effort to about
13 percent ‘“‘within ten years.”’#® This implies, of course,’a relatively
high rate of savings out of taxes. If government income is split *‘60-40"’
in terms of current and capital expenditures, this high level of public
savings can then meet the demand for extensive overhead investment
required during the transitional period. Under these conditions Lewis
concludes, ‘it is quite appropriate for the major part of saving to be
done on public account.”’ ¥

Secondly, Lewis states that increases in government taxing power
help to accelerate growth in yet another way, aside from their contribu-
tion to increasing national savings. The 12 percent of national income

37"Reﬂection s, p. 4.
Brbid., p. 5.
pid. ‘

Oppia.
41 _
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services are rudimentary, rapidly increasing expenditures on these services
are just as important as increased savings,”’ @
Government expenditures on public services, which he regards as

. investment in human and institutional capital, now take their place’

beside the "saving-investment-in-physical-capital" mechanism. Raising
the saving ratio no longer is the ““central problem in the theory of
economic development,’’#3 Instead, the emphasis now is on raising what
we have called the development expenditures ratio—expenditures which

faster than the annual rate of growth of national income. In summing
up the discussion at the Rio Conference on Inflation, Lewis stated that
“taxes and savings taken together should not rise in real terms faster
than about 6 percent ber annum, when national income is rising by . . .
4 percent.”’# Note that Lewis says development expenditures should
grow not faster than 6 percent, i.e., not more than 50 percent faster
than national income growth. The reason for putting this negatively is
that despite the new emphasis on investment in human and institutional
capital, Lewis now also insists that per capita consumption must rise as
well during the transition. In his latest book he put the matter in these
words:

If the purpose is only economic development, one may assume that an absolute fall
in consumption is out of the question, since very few people are willing to have
their consumption forcibly reduced this year in return for an uncertain promise of an
increase in "GDP" next year . . . . Attempts to bring about an absolute fall in
consumption, whether through taxation or through inflation, always results in strikes,
and they ultimately fail because people insist on raising their money incomes suf.
ficiently to offset increased taxes . . ., . Ap increase in per capita output unaccom-
panied by an increase in per capita consumption is therefore inconceivable, at
least in a free society, 45

In his Ely Lecture Lewis also stressed that not only must per capita
consumption increase during the transition, but that it should “grow at

42Ely Lecture, p. 3, and “Foreign Aid,” p. 22. That Lewis considers this a neces-
sary, but not sufficient, precondition of rapid growth s made clear by his evaluation
of Ghana's planning experience. There he noted that despite the “remarkable increase
in public facilities - remarkably little increase in the output of commodities™
occurred because the plan failed also to “stimulate private investment,”” Economic
Bulletin of the Economic Society of Ghana, p. 4 of a reprint from the June-July 1959
issue.

43"Unlimited Supplies of Labour,™ p. 155,

44Spe(:ifically Lewis said, “when national income is rising by 3 or 4 percent,”” but
3 percent is irrelevant in the sense that with populations growing at least 2 percent,
countries must grow at Jeast 4 percent if they are to achieve Lewis" minimum growth
rate of 2 percent per capita. The quotation is from “Inflation and CGrowth,™ p. 33.

4sDcvelopmcnl Planning: The Essentials of Economic Policy (New York: Harper
and Row, 1966), pp. 161-62. hereafter citod n« rvd.. o omic |
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. {48
60 percent as fast as per capita output, _ .
leziixt effé)ct Lewis is now stressing the need for a simultaneous increase
?

in real wages and the development expenditure ratio, ‘Rl]le latte.r inlclu;ilirrz]g
i ditures. We previously -
ings and productive government expen sum.
rsr?:rizid the old Lewis model in terms of an laggregatte g;ow;ht ig;lsat;grilnt
ing i inal capital output ratio. ,
relating savings and the margina . ratlo. iis point,
i is’ i tion of investment to include exp
using Lewis’ generalized concep ' / e expenditures
i i institutional capital, we may rewrite g \
in physical, human, and ins ¢ e fewrite the growth
i ize Lewis’ new analytical model in
equation and summarize : o ms of it.
i is’ i tion of capital, we may
In view of Lewis’ generalized concep . -
sider national income as being composed of consumption and develop

ment expenditures, i.e., Y = C + D, where:

private consumption, and ' .
(Y-C) represents Lewis’ “‘surplus income,

composed of three capital flows:

investment in physical plz_mtl, .

investment in human capital, an i o . ]
institutional investment improving the economy’s administrative and or
ganizational structure. Thus

(1 +H+ A), and consequently, Y = C+/+H + A.

new growth equation may now be written as: G = dfc, where:

T a
I

annual rate of growth of national income, _ .
:::Z annual averageb rate of development expendl'tures (savmgs +prgduc-
tive government expenditures as a percent of national mcome%,‘ an N
the marginal capacity-output ratio, or the. nuynbe'r of q?llar.s of “gener :
ized” investment in physical, human, and institutional “capital” require

to increase net output by one dollar.

SR>t xxm~
i] 1}

S
1

i i i ds to the marginal
marginal capacity-output ratio (which correspon , :
Z:;ital-gﬁtput ra?io in the old growth equation) rep:iesents tl})le cgh:x;ﬁet}l:; -
“ i "’ to a chan
omy’s “‘capacity to produce’ as compare he
;};iioexfgln inc}c;me orp GNP. The development ratio (d) regrle)sentdeleav:;z
i : ivate consumption, and by an ,
surplus income over and abm:s priva e . : nd large,
i tically, if (d) in any given y
sents savings plus taxes. Hypot. e , 1) in a
;’:pi?) percent and the marginal capacity-output ratio is 4:1, the rate of
h in GNP would be 2.5 percent. ‘ . )
gr(I):Vtus;d to be said that given the marginal capital coefﬁcgent k), z
rise in the savings ratio (s) would increase G; s':lt()iml/ersely,cglrii‘;:lx:3 i,a :le
i i i ficient would lower G.
increase in the marginal capital coef : . Jhe same
i th equation, only now it shou
analysis holds for the new growt! ) iy 1t Should be
i the marginal capacity coefficien .
e e et both be higher (or lower) depending upon
development ratio (d), growth may be hig ed wer)  up
i A minimized, or whether
whether d is composed mostly of I, with H an ' whethe
i i i d A with I kept low. Indeed,
high proportion of d is made up of H an ‘
iev&lrigs’ lx:lteps)? policy statements seem to imply that, given d, the rate of

46Ely Lecture, p. 3.

- ive'’ Z ilitarv) covernment exnendi-
47Assuminq there are no ‘unoroductive’ (welfare and militarv
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% Dy twenty years.

. = ?n-:atl::a?l;,t?(-)angel development expenditure-income ratio which

. al economy is too low (roughl 20 '
within twenty years must be j Ft0 30 moresen) and
>t be Increased to 30 percent. Thj
{)nue:mtsh:otgoovr;lry must’savxlr:gs be increased relative to incoml:

. nment's share as well, since devel
3. The falﬁgeg;i)x’t:;(:is . li{re a fun7tion of both savings a:dOI::;(ZIslt
. e rise in D/Y must take place at .

a cont
rate of 1/2 of 1 percent Der year, i.e., in the first year C/Ynfzrl(l)lll!ﬁg

from 80 to 79.5 percent : C
50 on. percent and D/Y rising from 20 to 20.5 percent and

4. Lewis also stj ates ita o
d;:\;:ls’ :L.s: at.u')l‘l'lates that per capita consumption (C/P) must rise
(uri tg;w ri“c‘n":c((lwl/;a]\'leoffl I(t{n'esl;old or breakthrough) and furthc‘r'
: s AP should be 3 ) ree “the ‘
5 Ipc,- capita ncome | y/n) wout 60 percent of the increase in
. si;:xll.:ls;;gg.e:tx thrzlt’ the rate of growth in development cexpenditures
o e a bout 50 percent above the rate of growth of GNP th'“t
of,(;']\!epn;\ge of g.rO\.vth of D should be 1.5 times the rate of f;o t'h
6 O I .b ote thn;lls not in per capita terms Rrow
© LEWIS observes that population o t
: . growth rates, whij 2 g
Fe'r;:enli"peluuxmun; in the 1950°s, are now betwec:ﬁh°v;ez::1ddgout ?
eht. Finally, in primarily agrariap societi fe Cthe
nt ‘ ; societies he féels th:
lln‘ux;num possible rate of growth of real GNP cannot ex : Elhdt he
™ Ler;t tor uny length of time. ) eroeed 3 per
resmfeg u"\]c :Je?::qu?)?ot‘}:s’ re.;ltrail?ts, and structural relationsbhips can be
e s ree eadmgs—accumulation, distribution, and
Ac ati iti
fagtefutr}?:xl)dtt!ﬁn .C(?ndltm{x. Deyelopment expenditures should increase
no.t . ohan € 1ncrease in national income, and preferably about (but
1an) 30 percent faster. This means savings and taxes together

tax re

ax ::::SS nlljul:rtx be lcllose to 50 percent higher than average saving and
e\'penditu. : ng the twenty—_year transition period, the development
: re ratio (d) must be Increased from about 20 to 30 percent of

nlUSt rise dUIl"g the t!anSltlon since glOWth “]ll HOt occur Wlt]lout
. . o
lnCelltlleS.

7 v sae
Welfare Condition. Because of the positive output effect frnm imacnn-_ 1
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incentives (due to higher living levels), Lewis stipulates that not only
must per capita consumption (C/P) rise during the transition, but that
preferably it should rise by 60 percent of the growth in per capita real
output (Y/P).
An economy which satisfies the accumulation, distribution, and welfare
conditions may be said to be developing according to Lewis’ Second
Law of Economic Dynamics. The question that immediately arises is:
Is it possible to do so? Lewis himself has insisted that during the
difficult transitional period total output, at least over long periods of
time, can not grow faster than the ceiling rate of 5 percent per annum.
Indeed, because of the predominance of the agricultural sector, and as
long as it remains ‘‘the most neglected,”” Lewis has noted that the
“elementary arithmetic of economic growth [makes it] easy to show that
national income cannot attain a rate of 5 percent.”’# Ceilings on income
growth rates coupled with the need for an increasing share of national
income being allocated to development expenditures necessitates rising
marginal capacity-output ratios. Since throughout the developing world
population growth rates are higher than they were in the 1950’s, ranging
between 2 and 3 percent per annum, achieving 2 percent per capita in-
come growth rates will be all the more difficult, particularly since
unlimited supplies of labor are no longer available at constant wage
rates. Underacontemporary conditions, not only must an increasing share
of national income be allocated to development purposes, but at the
same time per capita consumption must be increasing; yet, despite rising
per capita consumption levels, the share of private consumption in na-
tional income must be steadily squeezed to permit an increasing propor-
tion of total output to be allocated to increasing the stocks of physical,
human, and institutional capital. At least one writer is terribly pessimis-
tic about the possibility of developing countries fulfilling Lewis’ Second
Law of Economic Dynamics. During the transitional period which he
calls “‘the threshold’ (after Bicanic®), the process to surmount it will be
a “painful creep,’” necessitating not rising but falling living standards.®
Notwithstanding the stringent conditions of the threshold, when the
new Lewis dictums are formulated in terms of a modified growth equa-
tion, it can be shown that the various conditions of Lewis’ Second Law
of Economic Dynamics are mutually consistent in the sense that, given
the distribution condition, the attainment of the welfare and accumula-
tion conditions is possible. That is to say, attaining self-sustaining
growth, with all that this implies, is not beyond the capacity of the

developing countries.

THE NEW LEWIS MODELS

It would appear that the basic question which the new Lewis models
have to answer is the following: If an economy with population growing

48Ely Lecture, pp. 5-6.
49Bicanic, *“The Threshold of Economic Growth.”
Ow. c. Peterson, “‘Investment and the Threshold of Economic Growth,”” Kyklos,
XVIII (1965}, 132-38, and my critique of Peterson’s thesis, ‘‘Investment and Per Capita
. o h
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between 2 and 3 bercent each year can increase its national income (Y)
no faster than 5 percent Per annum, is it possible to decrease the cly
ratio from 80 to 70 percent in twenty years (thereby raising the D/Y
ratio from 20 to 30 percent) and still achieve: (1) an increase in per

(2) attain a rate of growth of development expenditures (D) some 50
percent faster than Y js growing? In other words, are the accumulation,
distribution, and welfare conditions of Lewis’ Second Law both consis-
tent and feasible so that self-sustaining growth is achievable? In order
to show that the answer is in the affirmative, we give below three
arithmetical models in each of which the economy is achieving Lewis’
minimum rate of progress (i.e., per capita Y growing 2 percent per
annum) with population increasing 2, 2.5, and 3 percent annually, and

and 35). ‘*Knowing the C/Y and D/Y ratios and given annual income, we
can compute total C and D (cols. 2 and 3), and dividing by population
(col. 6) obtain per capita C and D (cols. 7 and 8). The last column (9
in each table gives us the ratio of per capita C growth to per capita
Y growth, which if it is to satisfy Lewis’ welfare condition must be .6,
i.e., per capita C must increase at least 60 percent as fast as per capita
Y. Below the table for each model we show the growth rate of D; and
since the rate of growth of Y ig given, the ratio of these two growth
fates is obtained. The accumulation condition is satisfied providing this
last ratio is in the neighborhood of (but does not exceed) 1.5, i.e., devel-

by more than 50 percent faster. What do the models show?

Let us examine first the welfare condition, i.e., the effect on living
standards, as measured by per capita C, of imposing the distribution
condition. Since national income is growing at a constant rate and the
share of Cin Yis declining, the rate of growth of C must be decreasing
and, indeed, since the rate of growth of per capita Y is fixed, the rate of
growth of per capita C must also be falling—as it is in column 9. But

60 percent of the growth rate of per capita Y—being a little higher, the
lower the rate of Population growth. After the transitional period has
ended, if the division of Y is maintained at this 70-30 percent ratio

stage of self-sustained growth.
As far as the accumulation condition is concerned, since the share of
Y set aside for development expenditures (d) is increasing during the
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MODEL 1
POPULATION GROWTH~2 PERCENT, INCOME GROWTH-4 PERCENT

Index of:
Popu- | Per Per Gelp
lation | Capita | Capita Gy/P

Year Y =C + D | ¢y | D/Y| mdex| ¢ | ¥
1 | 2 3 4 5 6 7 8 9
0 100.00] 80.00{ 20.00 | 80.0 | 20.0 | 100.0 |100.00] 100.00
i 104.00] 82.68] 21.32 | 79.5 | 20.5 | 102.0 | 101.32] 102.00 [ .660
2 108.16| 85.45] 22.71 | 79.0 | 21.0 | 104.0 | 102.70] 104.00] .663
3 112.49] 88.30] 24.19 [ 78.5 | 215 | 106.1 [ 104.03] 106.00] .667
4 116.99] 91.25] 25.74 [18.0 | 22,0 | 108.2 [ 105.36[ 108.00] 663
5 121.67 94.29] 27.38 [ 77.5 | 22.5 | 1104 [ 106.76] 110.12] 662
6 126.53] 97.43] 20.10 [ 77.0 | 23.0 | 112.6 | 108.16] 112.23] 662
7 131.59] 100,67 30.92 | 76.5 | 23.5 | 114.9 | 109.52 114.49 .65;
8 136.86] 104.01| 32.85 | 76.0 | 24.0 | 117.2 | 110,93 116.73] .65
9 142.33] 107.46] 34.87 | 75.5 | 24.5 | 119.5 | 112.40] 119.02 .::Z
10 148.02] 111.02| 37.00 | 75.0 | 25.0 | 121.9 | 113.84 121.:; ot
T 153.95[ 114.69| 39.26 | 74.5 | 25.5 | 124.3 | 115.33 123.25 i
12 160.10] 118.47] 41.63 | 74.0 | 26.0 | 126.8 | 116.78 122.81 o
13 166.51| 122.38| 44.13 | 73.5 26.3 i:?; EEZ:} 121.35 x5
17[126.41| 46.76 | 3.0 | 27. . . 35].
i: i;?).(l); 130.57] 49.52 | 72.5 | 27.5 | 1346 | 121.25 13::: 2;
16 187.30| 134.86 | 52.44 | 72.0 ;:(5) 12(7).(3) 32;‘7‘ 129.22 ¢
17, 194.79] 139.27] 55.52 | 71.5 | 28. . £ EDEIIED
18 202.58| 143.83) 58.75 | 71.0 | 29.0 | 142.8 | 126.00] 141
53] 62.15 | 70.5 | 29.5 | 145.7 | 127.42] 144.73[ 617
;3 ;;gii ig;: 65.73 | 70.0 | 30.0 | 148.6 | 129.02] 147.58] .612

; Ratio—1.5.
Annual Average: Growth of D—6 percent, Growth of Y—4 percent; Ratio-1

twenty-year transition, the rate of growth of D must be ghreate(r)ftlgr:n thet
f wth of Y. Lewis specified, however, that the share of D must
by inomaa. faster than 1/2 of 1 percent annually and state a s
oo llélcrease that D would be growing approximately 50 percent motrh
than Y meinincreasing. The models indicate that with populatlonf groxth
tha; VZ:a‘lnt the ratio of the rate of growth of D to the rate of gro th
oY bor o’ut to be 1.44, rising to 1.47 when popu.lqtu.)n.ls %ri)v;mghen
:f] );r:ﬁl:;sl rate of 2.5 percent, and reaching Lewis’ limit of 1.5 w
ion i i ercent rate. .
poplllatl%n (list%lr:tw;ﬁgtl?:::leyoafttifIljewis conditions, the Fotality of v;hltcl'h
weS (;x:;ee cl;lled Lewis’ Second Law of Economic Dynamics, are perfectly

i ting T awic’
ictant with eanh nthar Adacnite the naecraccitv nAf mestin
cancicten
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POPULATION GROWTH-2.5 PER%%%E‘?IIEICOME GROWTH-4.5 PERCENT
’ _;ndex of:
opu- Per Per
ter | v = o b | ar | o] L] con| | S
1 2 3 4 5 6 7 8
0 100.00 ?0_.00' 20.00 | 80.0 | 20.0 | 100.0 100.00 100.00 | ...
1 104.50 83.08 | 21.42 | 79.5 | 20.5 102.5 [101.31]101.95 | .672
2 109.20| 86.27 { 2293 | 79.¢° 21.0 | 105.1 {102.64] 103.94 670
3 114.11} 89.58 | 24.53 | 78.5 21.5 | 107.7 [103.98]105.96 .668
4 119.24] 93.01 | 26.23 | 78.0 22.0 | 110.4 [105.33]108.03 .664
5 124.61] 96.57 [ 28.04 | 77.5 | 22.5 113.1 |106.69110.14 | .660
6 130.221100.27 | 29.95 | 77.0 23.0 | 116.0 [108.08]112.29 | .657
7 136.08/104.10 | 31.98 | 76.5 23.5 | 4189 109.461 114.48 | 653
8 142.20{108.07 | 34.13 | 76.0 24.0 | 121.8 [110.88] 116.71 .651
9 148.60/112.19 | 36.41 | 75.5 | 24.5 124.9 1112.29] 118.98 | .648
10 155.291116.47 | 38.82 | 75.0 25.0 | 128.0 {113.73[ 121.31 | 644
11 162.28/120.90 | 41.38 | 74.5 25.5'| 131.2 {115.18) 123.68 | .641
12 169.58/125.49 | 44.09 | 74.0 | 26.0 134.5 1116.64] 126.09 | .638
13 177.21{130.25 | 46.96 | 73.5 26.5 | 137.9 [118.11} 128.55 | 634
14 185.18]135.18 | 50.00 | 73.0 | 27.0 141.3 1119.59] 131.05 | .631
15 193.511140.29 | 53.22 | 72.5 27.5 | 144.8 [121.09] 133.61 627
16 202.221145.60 | 56.62 | 72.0 | 28.0 148.5 [122.60] 136.22 | 624
Ll? 211.39/151.14 | 60.25 | 71.5 | 285 152.2 [124.16] 138.83 | .621
18 220.90/156.84 | 64.06 | 71.0 | 29.0 156.0 [125.70] 141.64 | .617
19 230.84/162.74 | 68.10 | 70.5 | 29.5 159.9 [127.25| 144.40 | .614
20 241.23/168.86 | 72.37 | 70.0 | 30.0 163.9 {128.81]147.22 | .610

MODEL 3
POPULATION GROWTH—3 PERCENT, INCOME GROWTH-5 PERCENT
Index of:
{Z‘?:r; C;i’rta Caf)‘zl';a @&
Year Y =C + D | ¢y| piY| ndex| c y | CGy/p
1| 2 3 | 4 s | 6 7| s 9
0 | 100.00| 80.00] 20.00| 80.0 | 20.0 | 100.0 {100.00| 100.00] ...
1 | 105.00] 83.48 | 21.52| 79.5 | 20.5 | 103.0 |101.31] 101.94 | .675
2 |110.25] 87.10 [ 23.15| 79.0 | 21.0 | 106.1 |102.63] 103.92 | .671
3 ]115.76] 90.87 | 24.89 | 78.5 | 21.5 | 109.3 |103.95] 105.94 | .665
4  [121.55] 94.81 | 26.74 | 78.0 | 22.0 | 112.6 | 105.30] 108.00 | .663
s |127.63] 98.91 [ 2872 77.5 | 22.5 | 115.9 [106.70] 110.09 | .662
6  1134.01{103.19 | 30.82 | 77.0 | 23.0 | 119.4 |108.00] 112.23 | .654
7 |140.71|107.64 | 33.07 | 76.5 | 23.5 | 123.0 [109.40] 114.41 | .652
8 | 147.74[112.28 | 35.46 | 76.0 | 24.0 | 126.7 |110.80] 116.63 | .649
9 l1ss5.3[117.12 [ 3801 | 75.5 | 24.5 | 130.5 |112.20] 118.90 | .649
10 |162.89]122.17 | 4072 | 75.0 | 25.0 [ 134.4 [113.64] 121.21 | 643
1 171.03[127.42 | 43.62 | 745 | 25.5 | 138.4 |115.08] 123.57 | 640
12 [179.59{132.90 | 46.70 | 74.0 | 26.0 | 142.6 |116.53{125.97 | .637
13 |188.56|138.59 | 49.97 | 73.5 | 26.5 | 146.9 [117.99] 128.42 | .633
14 |197.99]144.53 | 53.46 | 73.0 | 27.0 | 151.3 |119.45]130.91 | .629
15 |207.89]150.72 | 57.18 | 72.5 | 27.5 | 155.8 |120.94|133.44 | .626
16 |218.29]157.17 | 61.13 | 72.0 | 28.0 | 160.5 |122.44] 136.04 | .623
17.  |229.20[163.88 | 65.32 | 71.5 | 28.5 | 165.3 |123.96] 138.69 | .619
18 |240.66]170.87 | 69.79 | 71.0 | 29.0 | 170.2 |125.48] 141.38 | .616
19 |252.70(178.15 | 74.55 | 70.5 | 29.5 | 175.4 |127.01] 144.12 | .612
20 |265.32{185.72 [ 79.60 | 70.0 | 30.0 |180.6 [128.56] 146.92 | .609

Annual Average: Growth of D—6.6 percent, Growth of Y—4.5 percent; Ratio—1.47,

tcl';iplta income per annum-—and also despite the ceiling of 5 percent on
agericfﬁttleu (l)f gr:)wth Aof national income in poor economies with large
al sectors. As a consequence, self-sustainj i ithi
e onpanty oerors: . e, ning growth is within
_ / poorer nations if they but have the socj iti
foxitltude to impose Lewis’ distribution condition. topolitical
n the models above we held income growth constant, inasmuch as we

increase in d—the share of national income being a

ment expgnditures-—implies that the marginal cagpalcli(;if-l;i(tiptlot (3::;(:)10([)3
must be increasing throughout the Lewis transitional period Withc
rising, and fhe share of Y allocated to consumer goods pr.oductiorf
co.nstfl‘ntly being reduced, it might appear that as the developin

mies “‘crept over the threshold’’ thev wanld he ~awton oo a C CEIRE €CONO-

Annual Average: Growth of D-7.2 percent, Growth of Y-S5 percent; Ratio—1.44,

Peterson’s cruel dilemma, i.e., living standards falling and the output of
consumer goods failing to keep pace with the rate of population
growth. One interesting consequence of putting Lewis’ Second Law in
the above arithmetic form is the refutation of Peterson’s predictions.

The models show conclusively that a rising capital (or capacity) output
ratio together with an increasing proportion of national income allocated
to development purposes does not necessarily imply either falling living
standards or a cruel dilemma between the demands of the present and
the needs of the future, providing only that the speed of the distribu-
tional change is controlled. Lewis makes this clear in his Ely Lecture
when he insists that while achieving

=1
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self-sustained growth means reducing the ratio of private consumption . . . the rate
of change must inevitably be siow . . . . Any attempt to reduce the ratio of consump-
tion faster than by about one-half-of-one percent of gross domestic product per year
will defeat itself, and also create political unrest. It defeats itself because output
cannot be increased without increasing consumption, since growth requires incentives.
And it creates unrest because rapid economic growth produces social turbulence

Attempts to move faster than this, whether through taxation, inflation, or
rationing, are likely to end in riots, 52

Indeed, the main point behjnd Lewis’ controlled decrease in the C/Y
ratio is that despite the need of developing countries to increase the
share of Y allocated to capital or, more broadly, to development uses,

ing the capacity of consumer goods industries, the output of this sector
has no trouble in outpacing population growth. Professor Peterson’s
predicted “'downward pressures on the standard of ljfe" s simply do not
materialize,

Lewis also uses his new model to muke the point that the relation
between income growth, consumption, and savings (or more broadly,
development expenditures) is not a simple one, Squeezing consumption
to raise growth may be the worse policy since growth depends “‘also on
consumption.”* Yet Lewis stresses that without reducing the share of
private consumption no progress can be made toward achieving self-
sustaining growth. The real problem of the transition, if it is to be g
transition, is how to keep living standards rising, in order to secure
the required incentives, and at the same time increase the share of
resources going to government services and capital formation. He has
noted that whijle many of the underdeveloped countries in recent years
have managed to attain a growth rate of national income of 2 percent
per capita, very few have gone far in reducing the share of private
consumption— “‘thus making no progress toward self-sustaining
growth.”’ss Lewis concludes that if and when foreign aid is ever given on

the basis of self-help, ““‘the rate of change of the ratio of [private] con- -

sumption will be a good index of self-help.’’s

That this assertion is not an arbitrary whim of Lewis is brought out
by our formulation of Lewis’ Second Law of Economic Dynamics. Given
the imposition of the distribution condition (a steady but controlled
reduction in the share of private consumption and a corresponding
increase in the development expenditure ratio), a self-sustaining process
of growth can be achieved since both the welfare and accumulation
requirements can be met within the constraints set by Lewis’ minimum

52Ely Lecture, p. 3, italics added.

53Peterson, ““Investment and the Threshold of Economic Growth,” p. 138,
54Developmenl Planning, p. 163.

S1bid., p. 164.

Bbid.
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growth rate to secure “leconbmic' progTrc}alsesref;r;d Slihiropffgaiillgzilfg}
A 4 agrif:ulgura eCfJHOIHIeS-r economies’ to achieve self-sustain-
D e o e aid p:rgreorar then a ‘‘country should get
it };gm'v:;th"f tt}lllgs pToa;(ol:lt%or?K:pet:nt pon g};vemment §ervif:es and cgplta}l
formatio l's rising fast, and should get no aid if t‘hxs proportion llS
ormation 1 The tést rules out any country which is npt. f:lear y
COnSta(I;.tn- t.owa;ds making foreign aid unnecessary by .moblhzmg ar(;
ipr:(c)rcee:si:lgg proportion of its own resources for investment in human an
i ¢ iti ,’57 . 1 I3

pthStl}CIf;{lsﬁpLagtktrliiss.uspects that his proposal for granting fore;gp alc'l ccll;)nes
not stan%l much chance of acceptance, still the ld?a o frevi/:rrminé

hievement, and [taking] civil servants out ofvthe busmesslo p aning
o 'lel ll;tions in other people’s countries, ' must surely meri ¢
cs:glcmls?iderreavt?on of all who are concemed with the efficient allocation o

scarce resources among competmg uses.

5'/."Foreign Aid,” p. 22.

5811):‘(1., p. 23.




